H M CUSTOMS AND EXCISE : CONSULTATIVE PAPER 



VAT : RECOVERY OF INPUT TAX 

TREATMENT OF HOLDING COMPANY ACTIVITIES 



Introduction 

1 . News Release 9/93 announced that implementation of the 
revised policy on input tax recovery by holding companies (News 
Release 46/92) would be postponed until 1 October 1993. The 
purpose of the postponement is to provide further time for Customs 
to consider the legal and other arguments businesses may wish to 
put to them, and to make enquiries about the practices in other 
Member States. As part of this exercise, Customs are issuing 
this paper, which explains the legal background to the proposed 
policy change and seeks comments on a number of questions that 
need to be addressed. While the paper specifically looks at 
holding company activities, it covers any company organised 
otherwise but carrying out similar activities. 



2. In its simplest sense, a holding company describes a company 
with share-holdings in one or more subsidiaries. But their 
structures and purpose are much more diverse, ranging from 
companies with minimal activities where shares are held in 
subsidiaries and dividends received, but no part is played in 
management of the investment, to businesses fully integrated with 
trading subsidiaries and where the holding company is actively 
concerned with the supervision and management of the 
subsidiaries . 



3. The basic functions of a holding company are to acquire and 
hold shares in subsidiaries, from which it receives dividends; 
defending itself and its subsidiaries from takeovers; and making 
disposals. From time to time, it may invest, deposit of lend 
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money and issue or sell shares. Some of these activities are 
outside the scope of VAT, while others are exempt. A company 
which had no other activities would not be eligible for VAT 
registration and would not be able to recover any of the tax it 
incurred on purchases. However, holding companies are liable to 
be registered for VAT, where they have taxable trading activities, 
supply management services to subsidiaries, or are included in a 
VAT group with trading subsidiaries. 

4. Prior to April 1987, Customs accepted basic holding company 

activities as being carried on in the course or furtherance of a 
business and allowed recovery of tax subject only to the 
proportion of exempt outputs by the business. Following the 
changes to the partial exemption rules introduced in 1987, 
recovery of tax was restricted to goods and services used or to be 
used in the making of taxable supplies . As basic holding company 
activities were not seen as giving rise to the making of taxable 
supplies, tax recovery was to be restricted. However, following 
representations that the UK was pursuing a more restrictive policy 
than that of other Member States, the Commissioners reviewed their 
policy in 1989. As a result, expenses relating to the holding 
company function were accepted as being general overhead costs of 
the business, ie not attributable to a particular output. The 
result was and still is, that fully taxable businesses with 
holding companies can recover all their tax including that 
relating to holding company activities. Partly exempt 

businesses recover a proportion in line with their partial 
exemption method. 

The legal provisions 

5. The relevant law is contained in the following provisions 

(a) EC law : EC Sixth Council Directive, Articles 2, 4 and 
17. 

(b) UK primary law : sections 14 and 1 5 of the Value Added 
Tax Act 1983; 
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(a) EC law 



6. Article 1 7 of the EC Sixth VAT Directive does not define 
"input tax". But Article 17.2 lays down that tax on goods and 
services acquired by a taxable person is deductible "in so far as 
the goods and services are used for the purposes of his taxable 
transactions". Article 4.1 defines a taxable person as anyone 
"who independently carries out in any place any economic activity 
specified in paragraph 2 , whatever the purpose or results of that 
activity". Under Article 4.2 "the exploitation of tangible or 
intangible property for the purpose of obtaining income therefrom 
on a continuing basis" is considered an economic activity. 

(b) UK law 

7. Section 14(3) of the VAT Act is expressed in different, and 
in the Commissioners' view wider, terms than Article 1 7 of the 
Sixth Directive. It defines "input tax" as the tax on goods and 
services supplied to a registered person which are used or to be 
used for the purpose of his business, ie in the making of 
supplies. There is no entitlement to input tax on purchases 
relating to activities which are not business activities. Mixed 
use goods are subject to apportionment of the tax incurred unless 
the trader opts to recover the tax in full subsequently and tax 
the private use element. 

8. Under Section 15, and in line with Article 17, where a 
business makes supplies wholly in the course of business, some of 
which are taxable and some of which are exempt, the UK partial 
exemption rules provide that input tax is recoverable to the 
extent only that purchases relate to taxable supplies . Where 
businesses are unable to attribute the VAT they incur directly to 
a taxable or exempt supply, any residual tax has to be apportioned 
according to the partial exemption method adopted by the 
business. 
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European case law 



9. In the European Court of Justice case of Polysar Investments 
Netherlands BV v Inspecteur der Invoerrechten en Accijnzen te 
Arnhem (No C-60/90), the Court held that a holding company with no 
other activities than those connected with the holding of shares 
in subsidiaries was not a taxable person and not entitled to be 
registered. In his Opinion, the Advocate General went wider, 
saying that the mere acquisition of a holding in a company, and 
the dividends which flow from such a holding, did not amount to 
the exploitation of property for the purpose of obtaining income 
and was therefore not an economic activity. He went on to list 
holding company activities which should not give rise to a right 
to deduct. The Court's judgement was necessarily narrower, 
addressing only the issues relevant to Polysar 's entitlement to be 
treated as a taxable person. It did not need to express a view of 
the full Opinion. 

10. In a more recent case concerning a French holding company, 

S A Sofitam, the same Advocate General examined the basis on which 
tax should be deducted by a mixed holding company, which held 
shares in subsidiaries but which also engaged in the letting of 
property, an activity subject to VAT. The Advocate General 
rejected a restriction of the VAT incurred by Sofitam based on an 
apportionment method which included dividends in the total annual 
turnover of the business . This is consistent with UK practice as 
the Commissioners do not regard dividends as consideration for 
supplies - Among the Advocate General ' s reasons was the fact that 
the expenditure incurred by the company related largely to its 
taxable letting activities, not to other activities. Therefore 
recovery was correctly allowed. The judgement of the full Court 
is still awaited. 

1 1 . On several occasions the UK Courts and VAT tribunals have 
considered "business" in interpreting what is meant by input tax 
and confirmed in this context it refers to the making of supplies. 
A recent tribunal case, UBAF Bank Ltd (LON/91 /2623 ) , dealt 
specifically with recovery of input tax by a holding company . The 
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issue there was not one of whether the activities related to 
"business" - Polysar was not argued by Customs - but to what use 
certain expenditure was put. The appellant successfully argued 
that the expenditure incurred in acquiring shares was attributable 
to their taxable (leasing) business. Customs have lodged a 
holding appeal maintaining their line that the expenditure was 
non-attributable tax to be apportioned in line with the trader's 
partial exemption method. 

12. However, since that decision, the VAT Tribunal has 
specifically considered the implications of the Polysar judgement 
in the context of a holding company which claimed to make supplies 
of services to its wholly owned subsidiary (Newmir pic 
(LON/92/900 ) ) . The Tribunal found that no supplies of services 
were in fact made. In reaching this conclusion, the Chairman 
remarked that the Opinion of the Advocate General was highly 
persuasive in European jurisprudence, although it was not 
necessary to rely on the scope of the Opinion for this decision; 
like Polysar, Newmir was ruled not to be a taxable person. More 
interestingly, other remarks by the Chairman strongly suggest 
that, whether or not Newmir had been entitled to be registered, a 
number of its activities would not have related to the making of 
supplies with the inference that associated tax would not have 
been recoverable . 

Future tax recovery bv holding companies 

13. In coming to a view on future recovery, the Commissioners 
are concerned not to place UK traders at a disadvantage compared 
with their EC counterparts, where there is genuine room for 
differing interpretations of the legal position. 

14. Customs' revised interpretation of the tax treatment 
holding companies reflects their legal advice on the 
interpretation of the Polysar judgement. It is very questionable 
whether a holding company by dint of being a taxable person, 
perhaps because it is engaged in certain economic activities, and 
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therefore registrable, should then have no restriction of tax 
beyond that arising from application of the partial exemption 
rules. Each activity of a holding company needs to be considered 
against the economic (business) criteria, as understood under 
Article 4(2) of the Sixth VAT Directive. The question to be 
asked then is whether the holding company is incurring costs in 
the course of exploiting assets for the purpose of earning income 
on a continuing basis. If not, the Commissioners consider that 
any related VAT, incurred on, for example, acquiring subsidiaries, 
effecting company mergers or defending against takeovers, should 
not in principle be recoverable. This applies whether the holding 
company is entitled to be registered or not. Therefore such costs 
should no longer be treated as part of the general overheads of 
the business. 

15. However, it is arguable, as the Advocate General in Polysar 
said, whether administration costs are strictly recoverable. But 
the Commissioners accept that in the interests of keeping burdens 
on business to a minimum such costs should not be restricted. 
Where holding companies incur VAT on a variety of overheads, such 
as group advertising, auditing and tax planning costs, even if 
they are not strictly used by themselves to make supplies, they 
can be treated as general overhead costs. This includes day to 
day activities as well as activities such as providing facilities 
for subsidiaries, staff and accommodation, and any other costs 
concerned with supporting trading subsidiaries. 

16. The Commissioners recognise the alternative argument that 
holding companies incur costs for valid business reasons . While 
they would not dispute this, the critical distinction is that tax 
incurred in relation to, say, the acquisition and holding of 
shares is not incurred in making supplies. Nor is it incurred in 
the course of making supplies. However, Customs are aware that 
there are arguments to support the view that, for certain types of 
holding company, or for holding companies included in a VAT group, 
their raisons d'etre is directly linked to the making of supplies 
by its subsidiaries. For example, for reasons of efficiency, some 
integrated businesses are deliberately structured as a holding 
company witn trading subsidiaries. 
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Questions to be addressed 



17. There are a number of issues the Commissioners would like 
recipients of this paper to address, bearing in mind the case law 
available : - 

a) Should holding companies be entitled to be 
registered, whether as a single registration or as 
part of a group registration? 

b) If registered, should a holding company be entitled to 
treat all its activities as of an economic nature or 
should each activity be looked at on its merits for 
tax recovery purposes? 

c) Should different types of holding companies be treated 

differently for VAT recovery? If so, to what degree 
should a holding company be integrated with its 
trading subsidiaries for its costs to be treated as 
effectively incurred by the trading subsidiaries in 
making taxable supplies? In considering such a 

distinction Customs will be concerned to know whether 
a simple and workable borderline can be devised. 

d) Is a partial exemption approach to recovery feasible 
without undermining the revenue at stake? How would 
it work, bearing in mind that the residual tax would 
include costs not related to the making of any 
supplies, whether taxable or exempt? 

e) Are other Member States' practices relevant here given 
that there are many other areas where Member States ' 
application of the Sixth Directive differs? (In this 
context. Customs have written to the permanent 
representatives of other Member States enquiring about 
their current practice and their view of the legal 
issues involved). 
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Representations 



18. The Commissioners would be grateful to receive comments and 
any other representations on these issues and any other related 
points. Please address them to: 

Mrs A Pierce 
H M Customs and Excise 
VAD 5, 4th Floor Central 
New Kings Beam House 
2 Upper Ground 
London SEI 9PJ 

Telephone: 071 865 5313 



by 31 August 1993. 



19. Comments and representations received will be used to inform 
the guidance on tax recovery by holding companies planned for 
issue in September 1993. 



H M CUSTOMS AND EXCISE 
JUNE 1993 
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